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YIELD CURVE

Head Global Fixed Income

-rom negative policy
rates to yield curve
control: What's next?

Summary: Our key themes

e low growth, low inflation
We see no reason to deviate from our base case scenario for the global economy, which
centers around low growth and low inflation. Political risk in advanced economies is on
the rise. Policy uncertainty will increase with the US elections in November and the
constitutional Iltalian referendum in December. Next year, elections are scheduled in many
European countries. Early 2017, Brexit negotiations will officially start, which could give
rise to more uncertainty. The recovery in commodity markets is supportive for emerging
economies and in many countries falling inflation is allowing central banks to ease
monetary policy. Imminent worries on the Chinese economic outlook have come down,

but long-term challenges and risks remain.

e Emerging (local) debt has further to go
A global economy that is neither overheating nor on the brink of a recession, is a favorable
macro environment for the asset category. In a low growth, low inflation world the Fed
will not normalize official target rates aggressively. Part of the global liquidity flood other
central banks (Bank of Japan, Bank of England and European Central Bank) are providing
is finding its way to emerging markets. Investor flows confirm this improving technical
backdrop. From a valuation perspective local debt looks appealing. Many central banks
have tightened policy in recent years to defend their currencies. This has driven up real

yields levels across the universe. As core yields moved lower, the yield differential with



developed markets increased in recent years. This year, most currencies have appreciated
versus both the US dollar and the euro, but they are by no means back at pre-taper 2013
levels. The fundamental outlook for most countries remains the weak spot, but even here

in some cases cautious optimism looks warranted.

*  Novalue in front end US yield curve
Money market future contracts show that rate hike expectations for the US Fed have come
down a lot. Between one and two rate hikes are now being discounted for the coming two
years. The Fed recently confirmed this very gradual normalization trajectory when it
updated its ‘dot plot’, which shows the projections of the 16 members of the FOMC. From

a valuation perspective we limit the duration exposure in the US to 7 years.

e Reselective within credits. focus remains on Furope and subordinated financials
Average valuation, positive technicals and deteriorating fundamentals. That is in a
nutshell our take on the broader credit market. Differences between the subsectors are
significant, so there is something to choose. We continue to prefer subordinated
financials. For this category we would argue that valuation is attractive as spreads are
nearly three times as high as on senior financial bonds. From the perspective of a bond
holder fundamentals are improving. Banks are clearly in a deleveraging mode as opposed
to many (US) corporate issuers, where leverage is back at 2008 peak levels. Idiosyncratic
risk needs to be managed though. Issue selection remains key. We prefer issuers from the

United Kingdom, the Netherlands and Switzerland to institutions from Germany, Italy and

Austria.
Main views
Main asset categories Total Valuation  Technicals Fundamentals
German Bunds 0 -- + 0
US Treasuries 0 - 0 0
JGBs - -- ++
IG credits 0 0 0
High yield - 0 0
EMD local debt + + 0

Euro peripheral debt - - 0
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In focus

Yield curve control: the Bank of Japan's latest experiment

The Bank of Japan (BoJ) did it again: just when market participants had become familiar with
quantitative easing and negative interest rates, it surprised with its latest monetary
experiment: ‘yield curve control’. A powerful answer to those claiming that the toolbox of

central banks looks empty or a clear sign of ‘policy exhaustion’?

The move is not totally unprecedented. A comparable approach was adopted by the Fed after
World War Il. The aim of the US government and the Fed was to avoid another depression and
to accommodate employment creation (Employment Act of 1946). Official interest rates were
kept close to zero and the Fed continued the war-time policy of purchasing Treasury bonds,
keeping long-term interest rates below 2.5%. Between 1953 and 1960, the Fed gradually

ceased intervening in the pricing of longer term Treasury bonds as inflation moved higher.

Under the new regime the BoJ will not only target short-term policy interest rates, but also 10-
year yield levels. In doing so it can enfarce a steeper yield curve, which is supportive for the
banking sector. It can also be regarded as an open invitation to the Abe government to boost
fiscal spending. If the additional issuance of government bonds were to push up yields, the

central bank now has the flexibility to intervene in the market.

Does it pave the way for full-blown helicopter money? In the absence of a significant financial
market or economic crisis, we don't think so. However, the new framework does bring the BoJ
a lotin terms of flexibility, sustainability and, perhaps at at some stage, credibility of its policy.
In our view it is quite possible that the monetary authority will opt for more rate cuts now that
it has the tools to keep the shape of the curve stable. We might not have seen the lows in the

country’s yield levels after all.

Japan can be regarded as the world's laboratory for unconventional monetary policy. Already
for this reason it is important to monitor developments closely. Almost every advanced
economy is faced with the same economic challenges such as low productivity growth, rapid
population ageing and elevated public debt ratios. Only in the case of Japan the urgency to
face these challenges appears to be higher. A global policy shift away from monetary

expansion and a comeback of fiscal expansionary policies could very well start in Japan.

Figure 1| Bond yield targeting in the US
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Treasuries

Valuation: benchmark duration on the rise, index-focused bond investors beware
Just as global yields set record lows, durations of fixed income indices are moving up rapidly.
This is mainly caused by governments aiming to lock in low borrowing costs by issuing longer
dated bonds. This effect recently gathered pace. Over the last 30 years the duration of a widely
used global government bonds index has almost doubled from 4.3 years to 8.1 years at the
end of September 2016. In the last two years, the duration has increased by one year. For
those fixed income investors that tend to follow or even mimic indices, a potentially toxic
combination is in the making. Just as interest rate risk in index-related fixed income products

is moving higher, compensation for that risk is falling rapidly. Stay tuned.

Technicals: keep calm and carry on.... if only carry existed

The outcomes of the most recent BoJ and FOMC policy meetings have depressed rates volatility
further. Measures of implied volatility for the US Treasury market moved to the lowest point in
almost two years!. The updated ‘dot plot” suggest the median FOMC member expect one rate
hike for 2016 and at most two more for 2017. Market expectations are even more relaxed. Not
even one rate hike before 2017 is fully being discounted by the money market strip. The BoJ's
comprehensive reassessment resulted in several changes to its policy approach, among them
making yield curve control a centerpiece of its new framework. Time will tell whether the drop
in volatility will be sustainable. For now carry strategies could benefit from this environment if

only developed core rates markets would offer any carry.

Fundamentals: has the US cycle peaked?

We see a real risk that the US economic cycle is slowly dying down. Capital expenditures have
failed to move up. M&A actvity is declining. Labor market indicators are stahilizing. The US
consumer is the only source of growth, but a deceleraration of household income is clouding
the outlook for further growth. In Europe too, consumer demand has already stopped
accelerating. EMU unemployment has failed to move lower now for four months in a row.
Meanwhile wage inflation in all advanced economies remains muted. Inflation will rise in the
coming months due to base effects in the oil price. Apart from that there is not much
happening in the inflation outlook. Inflation expectations as measured by the the market

continue to hover around low levels. This remains uncomforting for monetary authorities.

Figure 2 | Duration and maturity of global government bond market
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Credits

Valuation: neutral at best

Is there any value left in credits? Yields and spreads are low, but US corporate spreads are
just below below the long-term average and compared with negatively yielding government
bonds the average 70 bp yield for European investment grade corporate credits seems
attractive. Within credits there are specific pockets of value. Subordinated financials have
some catching up to do as they have trailed senior non-financial bond returns so far this
year. Admittedly for a reason (Italian banking woes, coupon fears, Deutsche Bank etc), but at
spreads of nearly three times senior bond spreads this segment looks attractive. We arein an
advanced stage of the credit cycle and research is warranted. Two-thirds of the euro
corporate credit market trades at spread of less than 100 bp over Bunds, which leaves little

room for error, especially as the duration is steadily increasing. Valuation is neutral at best.

Technicals: CSPP a near-term support

The European Central Bank (ECB)'s corporate sector purchase program (CSPP) provides a
near-term support for the euro corporate bond market, for the secondary but also for the
primary market. The ECB is buying corporate debt at @ pace of around two billion euros per
week. By year-end it will have bought over 50 billion and by the end of the first quarter next
year around 10% of the eligible universe. Corporates see the benefits, issuing not only more,
but also longer dated debt. More than half of the issuance in the euro is longer than 7 years,
25% even longer than 10 years. The risk of oversupplying the market with debt is increasing,
especially if and when the ECB stops buying and reinvesting in the future. The market
becomes addicted to the ECB. Issuance in the US is also strong and so far met with solid

demand, driven by investors chasing return, but market liquidity is thin and easily disturbed.

Fundamentals: It is not getting any better

The strong issuance of corporate debt, both investment grade and high yield, combined with
faltering profits shows up in an increase in leverage. Current leverage for US investment
grade corporates is already as high as the 2008 peak level, with an increase across sectors
and ratings. More than one third of US IG corporates has a leverage of more than 4 times
EBITDA; in 2070 this percentage only stood at one tenth. Corporates are using cash for share
buybacks and dividends. Low yields are still keeping the coverage ratios comfortably high,
but this ratio has been declining since 2014, Still, as long as the economy continues to grow,
with a very gradual pace of Fed rate hikes, the deteriorating fundamentals should remain
manageable. The default rate is expected to be moderating after a strong rise early in the

year. Corporate actions and a rise in commodity prices should keep a lid on defaults.

Figure 3 | Long dated bonds as a percentage of the euro non-financial corporate universe

15

Euro non-financials 7+ year s as% total euro non-financiaks
10
Jan-10 Jan-11 Jan-12 Jan-13 Jan-14 Jan-15 Jan-16

Source: Barclays Point, Robeco



Emerging (local) debt

Valuation: still attractive after a good run year-to-date

In the aftermath of the taper tantrum in early 2013, many central banks across the emerging
universe hiked official target rates to defend their currencies and combat inflationary pressures
and capital outflows. As a result real (short dated) yields look attractive, especially when
compared with the start of 2013, just before Bernanke’s words triggered turmoil in emerging
markets. Across the curve the average yield on emerging local debt now equals 6.2%, which
also compares favorably with developed markets bond yields. Emerging currencies
appreciated a lot in the first quarter of this year and have stabilized since. Also here compared
with pre-taper levels valuation looks attractive. We are roughly back at the levels of the final

quarter of last year, but still 30% to 40% below pre-taper levels.

Technicals: inflows continue, reduced risk of aggressive Fed policy

The outperformance of emerging (local) debt over most other fixed income asset classes year-
to-date has encouraged inflows from investors chasing returns. But most of these inflows have
taken place in hard currency bonds instead of local bonds. So although sentiment towards
emerging markets has improved, and investing in emerging countries has become less non-
consensus, emerging local debt remains under-owned. US elections might pose a risk to the
asset class, as a bad outcome will likely hurt overall sentiment in financial markets, and
especially hurt markets like Mexico. This is already visible in the volatility of the Mexican peso,

which reacts strongly to US poll results.

Fundamentals: some improvements, many challenges

Emerging markets continue to diverge from a fundamental perspective, and making
statements about the asset class as a whole is potentially misleading. Recent Chinese
economic data seem to have improved somewhat, but risks are building up as long as the
government continues to kick the debt can down the road and does not properly address the
imbalances in the economy. Indonesia is a good example of a country in which fundamentals
are improving, and reforms are being implemented. The first phase of the recently introduced
tax amnesty law is seen as a succes as the government has collected USD 7.5 billion in
additional tax revenues so far. On the other side of the spectrum the political situation in both
Turkey and South Africa is deteriorating, which has already resulted in a Turkish rating

downgrade recently, and is likely to result in a rating downgrade in South Africa in December.

Figure 4 | Realrates for selected emerging countries

Real rates (3M - CPI %)

2.00 0.00 2.00 4.00 6.00 8.00 10.00

o

Brazil

Russia

Indonesia

Mexico

polanc m Real yield Q3 2016

Real yield start 2013

South Africa

Source: Bloomberg, Robeco

ROBeCO

The Investment Engineers



ROBeCO

The Investment Engineers

Portfolio positioning
Highlights Robeco Global Total Return Bond Fund*

e Duration: The portfolio’s duration is 6.1 years. The bulk of the interest rate exposure is
concentrated in USD and EUR securities. During September exposure in 10-year Japanese
government bonds was added and holdings in UK Gilts were reduced.

*  VYield curve: The interest rate expsure in the US is concentrated in maturities of 7 years and
longer. The portfolio holds shorter dated US credits, but the duration is hedged out.

e (redits: The fund has a preference for European subordinated financial bonds. The
exposure equals 8% of the portfolio. Most of these holdings are lower Tier 2 and
investment grade. The overall exposure to the most deeply subordinated financial bonds,
AT1s and/or Cocos, is close 1o 1%.

e fMD: The overall allocation to emerging local debt equals 7% of the portfolio. Brazil and
Indonesia are our favorite markets.

e FX: The exposure to emerging currencies (7%) is held against short positions in both the
euro and the US dollar. More than 94% of the fund is denominated in the fund’s base

currency.
Highlights Robeco All Strategy Euro Bonds*

e Duration: The portfolio’s duration is 6.9 years, in line with the 6.9 years for the Barclays
Euro Aggregate index.

e VYield curve: There is no preference for a particular part of the yield curve.

e (redits: The exposure to cash credits is 26.8% with an additional 5.5% in European asset-
backed securities (ABS). The fund has a preference for European subordinated financial
bonds. The overall exposure to this credit market segment amounts to 4.4%. The majority
of these holdings is lower Tier 2 bank (2%) and dated subordinated insurance instruments
(1.5%) and investment grade. The overall exposure to the most deeply subordinated
financial bonds, AT1s and/or Cocos, is below 0.5%.

e Furo peripheral government debt. The overall exposure to peripheral government debt
equals 10.6% of the portfolio, divided over Italian and Spanish government bonds. The
positions in the periphery are skewed to maturities above 5 years.

e fX: Thereis a 2% position in the Swedish krona against the euro.

*Positions as of September 30, 2016



Important Information

Robeco Institutional Asset Management B.V., hereafter Robeco, has a license as manager of UCITS and AlFs from the Netherlands Authority for the Financial Markets in Amsterdam. Without further
explanation this presentation cannot be considered complete. It is intended to provide the professional investor with general information on Robeco’s specific capabilities, but does not constitute a
recommendation or an advice to buy or sell certain securities or investment products. All rights relating to the information in this presentation are and will remain the property of Robeco. No part of
this presentation may be reproduced, saved in an automated data file or published in any form or by any means, either electronically, mechanically, by photocopy, recording or in any other way,
without Robeco's prior written permission. The information contained in this publication is not intended for users from other countries, such as US citizens and residents, where the offering of foreign
financial services is not permitted, or where Robeco's services are not available

Additional Information for investors with residence or seat in France
RIAM is a Dutch asset management company approved by the AFM (Netherlands financial markets authority), having the freedom to provide services in France. Robeco France has been approved by
the French prudential control and resolution authority (formerly ACP, now the ACPR) as an investment firm since 28 September 2012,

Additional Information for investors with residence or seat in Germany
This information is solely intended for professional investors or eligible counterparties in the meaning of the German Securities Trading Act.

Additional Information for investors with residence or seat in Italy

This document is considered for use solely by qualified investors and private professional clients (as defined in Article 26 (1) (d) of Consob Regulation No. 16190). If made available to Distributors and
individuals authorized by Distributors to conduct promotion and marketing activity, it may only be used for the purpose for which it was conceived. Therefore, the information set forth herein is not
addressed and must not be made available, in whole or in part, to other parties, such as retail clients. Robeco disclaims all liability arising from uses other than those specified herein. All rights relating
to the information in this presentation are and will remain the property of Robeco.

Additional Information for investors with residence or seat in Spain
The Spanish branch Robeco Institutional Asset Management BV, Sucursal en Espafia, having its registered office at Paseo de la Castellana 42, 28046 Madrid, is registered with the Spanish Authority
for the Financial Markets (CNMV) in Spain under registry number 24,

Additional Information for investors with residence or seat in Switzerland

RobecoSAM AG has been authorized by the FINMA as Swiss representative of the Fund, and UBS AG as paying agent. The prospectus, the articles, the annual and semi-annual reports of the Fund, as
well as the list of the purchases and sales which the Fund has undertaken during the financial year, may be obtained, on simple request and free of charge, at the head office of the Swiss
representative RobecoSAM AG, Josefstrasse 218, CH-8005 Zurich. If the currency in which the past performance is displayed differs from the currency of the country in which you reside, then you
should be aware that due to exchange rate fluctuations the performance shown may increase or decrease if converted into your local currency. The value of the investments may fluctuate. Past
performance is no guarantee of future results. The prices used for the performance figures of the Luxembourg-based funds are the end-of-month transaction prices net of fees up to 4 August 2010.
From 4 August 2010, the transaction prices net of fees will be those of the first business day of the month. Return figures versus the benchmark show the investment management result before
management and/or performance fees; the fund returns are with dividends reinvested and based on net asset values with prices and exchange rates of the valuation moment of the benchmark
Please refer to the prospectus of the funds for further details. The prospectus is available at the company’s offices or via the www.robeco.ch website. Performance is quoted net of investment
management fees. The ongoing charges mentioned in this publication is the one stated in the fund's latest annual report at closing date of the last calendar year.

Additional Information for investors with residence or seat in the United Kingdom

This statement is intended for professional investors only. Robeco Institutional Asset Management B.V. has a license as manager of UCITS and AlFs from the Netherlands Authority for the Financial
Markets in Amsterdam and is subject to limited requlation in the UK by the Financial Conduct Authority. Details about the extent of our requlation by the Financial Conduct Authority are available from
us on request.

Additional Information for investors with residence or seat in Hong Kong
This document has been distributed by Robeco Hong Kong Limited ('Robeco’). Robeco is licensed and requlated by the Securities and Futures Commission in Hong Kong. The contents of this document
have not been reviewed hy any regulatory authority in Hong Kong. If you are in any doubt about any of the contents of this document, you should obtain independent professional advice.

Additional Information for investors with residence or seat in Singapore

This document has not been registered with the MAS. Accordingly, this document may not be circulated or distributed directly or indirectly to persons in Singapore other than (i) to an institutional
investor under Section 304 of the SFA, (ii) to a relevant person pursuant to Section 305(1), or any person pursuant to Section 305(2), and in accordance with the conditions specified in Section 305, of
the SFA, or (jii) otherwise pursuant to, and in accordance with the conditions of, any other applicable provision of the SFA.

This information is for informational purposes only and should not be construed as an offer to sell or an invitation to buy any securities or products, nor as investment advice or recommendation. The
contents of this document have not been reviewed by the Monetary Authority of Singapore (“MAS").

Robeco Singapore Private Limited holds a capital markets services licence for fund management issued by the MAS and is subject to certain clientele restrictions under such licence. An investment will
involve a high degree of risk, and you should consider carefully whether an investment is suitable for you.

Additional Information for investors with residence or seat in Australia

This document is distributed in Australia by Robeco Hong Kong Limited (ARBN 156 512 659) (‘Robeco’) which is exempt from the requirement to hold an Australian financial services licence under the
Corporations Act 2001 (Cth) pursuant to ASIC Class Order 03/1103. Robeco is regulated by the Securities and Futures Commission under the laws of Hong Kong and those laws may differ from
Australian laws. This document is distributed only to wholesale clients as that term is defined under the Corporations Act 2001 (Cth). This document is not for distribution or dissemination, directly or
indirectly, to any other class of persons. It is being supplied to you solely for your information and may not be reproduced, forwarded to any other person or published, in whole or in part, for any
purpose.

Additional Information for investors with residence or seat in the Dubai International Financial Centre (DIFC), United Arab Emirates:
Robeco Institutional Asset Management B.V. (Dubai Office), Office 209, Level 2, Gate Village Building 7, Dubai International Financial Centre, Dubai, PO Box 482060, UAE. Robeco Institutional Asset
Management B.V. (Dubai office) is regulated by the Dubai Financial Services Authority (“DFSA”) and only deals with Professional Clients and does not deal with Retail Clients as defined by the DFSA.
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